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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GALE, Judge: Respondent determ ned deficiencies in

petitioner’s Federal incone taxes as foll ows:

Year Defi ci ency
1979 $2, 081, 771
1980 3, 660, 891

1981 4,568, 190



1982 4,052, 244
1983 3,042, 955
1984 2,493, 442
1985 1, 087, 116

The sol e issue for decision is whether petitioner is liable
under sections 1441! and 1461 for wi thhol ding taxes on interest
paynments nmade to nonresident aliens.

FI NDI NGS OF FACT

Petitioner and O her Entities

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts and the
rel ated exhibits.

At the tinme of filing the petition, petitioner (AnBase
Corporation) was a Del aware corporation that maintained its
principal office in Geenwi ch, Connecticut. Petitioner assuned
the Federal withholding tax liabilities of Cty Investing Co.
(Gty) upon the liquidation of Gty in 1985.

Cty was incorporated in Delaware in 1967 and succeeded,
through a nerger in 1968, to a corporation of the sanme nane
incorporated in 1904. During the late 1970's, Cty was a
mul ti nati onal hol di ng conpany with assets on a consolidated basis
exceeding $4.2 billion and net equity of approximtely $800
mllion. Gty engaged through its subsidiaries in manufacturing,

housi ng, insurance, and other financial enterprises. Cty’s

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue.
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princi pal manufacturing operations included the manufacture of
wat er heaters, steel druns and other containers, heating and air-
condi tioni ng equi pnent and freezers, the printing of magazi nes,
and the nodification and repair of aircraft. Housing and rel ated
activities included the manufacture of nobile hones, conventional
home buil ding, the operation of a chain of budget notels, and a
59-percent interest in a Florida comunity buil der.

During the years at issue, Gty s nost significant
subsi diary was the Hone G oup, Inc. (HE@),?2 which was whol |y
owned by CGty. HGAE was the parent conpany of the Hone | nsurance
Co., which in 1975 was the 13th | argest property and casualty
insurer in the United States on the basis of net prem uns
witten, the 15th largest in 1977 and 1978, and again the 13th
| argest in 1979. In 1976, HE and its subsidiaries had assets of
approximately $2.5 billion and net equity of approximtely $660
mllion. In 1985, HG together with its subsidiaries had assets
in excess of $5 billion and net equity in excess of $744 mllion.

As the hol ding conpany for a nmultinational congl onerate,
City managed the group’s financial resources and needs. During
the 1970's, Gty sought financing for its rapidly grow ng

subsidiaries by borrowi ng from various sources dependi ng on where

2 Before 1978, the nane of the Hone Group, Inc., was
CityHonme Corp. “HA” refers to the entity CtyHone Corp. before
1978 and to the succeeding entity the Home G oup, Inc., from 1978
onwar d.
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terms were nost favorable. 1In 1977, Cty had notes payabl e of
nore than $70 million to U S. banks pursuant to a revol ving
credit agreenent dated April 1, 1975. The notes bore interest at
a floating rate of one-half percentage point above the prine
rate, and the notes had maturities of 3 to 7 years. |In order to
obtain long-termfinancing at a fixed rate and to reduce the
anmount of indebtedness owed to the U. S. banks under the revol ving
credit agreenent, City sought access to the Eurobond nmarket.

Eur obond Mar ket/Use of Netherlands Antill es Finance Subsidi ari es?

During the years at issue, a major capital market outside
the United States was the Eurobond market. The Eurobond market
was not an organi zed exchange but rather a network of
underwiters and financial institutions that marketed bonds
i ssued by private corporations (including, but not limted to,
finance subsidiaries of U S. conpanies), foreign governnents and
their agencies, and other borrowers. |In addition to individuals,
purchasers of the bonds included institutions such as banks
(frequently purchasing on behalf of investors with custodi al
accounts managed by the banks), investnent conpanies, insurance
conpani es, and pension funds. There was a liquid and well -
capitalized secondary nmarket for the bonds with rules of fair

practice enforced by the Association of International Bond

3 The description which follows is based upon the parties’
stipul ations.
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Deal ers. Al though nost of the bond issues in the Eurobond market
were denom nated in dollars (whether or not the issuer was a U S
corporation), bonds issued in the Eurobond market were al so
frequently denom nated in other currencies.

The practice in the Eurobond market was for issuers of
securities to provide indemification for withholding taxes to
foreign investors. Foreign investors would not have purchased
Eur obond obligations w thout such an indemification because the
i nposition of w thholding taxes woul d decrease their return on
t he Eurobond obligations. |If a withholding tax were inposed, the
i ndemmi fication would increase the issuer’s cost of borrow ng,

i nasnmuch as the issuer would have to pay a higher rate of
interest to conpensate debthol ders for the 30-percent w thhol ding
t ax.

According to an analysis prepared by the Joint Commttee on
Taxation, in the 1960's the U S. Governnent adopted a program
designed to curtail devaluation of the dollar by encouraging
overseas borrowing by U S. conpanies. One elenent of the program
was the enactnent of the Interest Equalization Tax, which in
general inposed a tax on the acquisition by U S. persons of
foreign securities fromforeign persons. By 1968, sone U S.
corporations had begun to obtain capital overseas in the Eurobond
mar ket through the use of Netherlands Antilles finance

subsidiaries. The Netherlands Antilles finance subsidiaries
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i ssued debt in the Eurobond nmarket, generally guaranteed by the
U.S. parent corporation, and |lent the proceeds to the U S. parent
or its affiliates. Depending on the facts in a particul ar case,
the U S. parent’s paynent of interest on its indebtedness to the
Net herl ands Antilles finance subsidiary m ght be exenpt from
wi t hhol di ng tax by reason of the application of the U.S. -
Net her| ands I ncome Tax Convention, as extended by protocol to the
Net her|l ands Antill es.

Cty's Finance Subsidi ary

In June 1974, City organi zed a subsidiary in the Netherl ands
Antilles nanmed City Investing Finance N V. (Finance) to
facilitate access to the Eurobond market. At sonme point, 20
shares of Finance’s commobn stock at $1, 000 par val ue were issued
to Gity. Gty nade a paynent of $1,000 for 1 share of Finance’s
stock in May 1978; the renmaining $19,000 due fromCity was
treated as a “subscription receivable” on Finance’s financi al
st at ement s.

In 1977 and 1979, City undertook to rai se approxi mately $30
mllion and $50 mllion, respectively, from sources outside the
United States by having Finance issue notes in these anounts in
t he Eurobond market. The paynent of principal and interest on
t hese notes was unconditionally guaranteed by Cty. Finance
i mredi ately transferred the proceeds fromthe notes to City, in

exchange for Gty s prom ssory notes. Before issuance of
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Fi nance’ s notes on the Eurobond market, Cty, HGA, and Fi nance
entered into a series of transactions intended to capitalize
Fi nance, whereby the equity of Finance woul d consi st of

prom ssory notes issued by HG .

1. 1977 Capitalization of Finance

On April 26, 1977, Gty transferred $13, 200,000 fromits
bank account to Finance's bank account as a contribution to
capital. On the sane day, Finance transferred the $13, 200,000 to
HE@ in exchange for a docunment captioned as a prom ssory note in
that anmount fromHA (1977 HG note). The 1977 HE note bore no
i nterest, was unsubordi nated and unsecured, and was payabl e on
June 1, 1978, or upon demand thereafter. Also on April 26, 1977
HE@ transferred to City the $13, 200, 000 recei ved from Fi nance.

In its general activity ledger, Cty recorded the
$13, 200, 000 transfer to Finance as a contribution to the capital
of Finance and the receipt of $13,200,000 fromHA as a dividend
received fromHGQ .

HGE disclosed the 1977 HG@ note as an obligation to Finance
on its audited financial statenents for each of the years the
1977 HA note was outstanding, which statenents were submtted to
the Securities and Exchange Comm ssion and various State
regul atory agencies. HA inforned the group of banks wi th which
it had a revolving credit agreenent of the issuance of the 1977

HGE@ note and the subsequent dividend to Gty. On April 27, 1977,
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HE@ requested and received the consent of each of the banks to
t he i ssuance of the 1977 H@ note, as required by the revol ving
credit agreenent.

City prepared an offering circular for prospective
purchasers of the notes to be sold by Finance in 1977 which
di sclosed that Gty s $13, 200,000 capital contribution to Finance
woul d be lent by Finance to H@ and that Finance’s capita
thereafter included the 1977 HEd note. The audited financia
statenents of both Gty and HE were included in the offering
circul ar.

2. Finance's 1977 |Issuance of Notes

On May 5, 1977, Finance was the naned issuer of $30 mllion
of 8-3/4-percent notes on the Eurobond market, due May 1, 1984
(8-3/4-percent notes). Interest on the notes at the stated rate
was payabl e annually. The 8-3/4-percent notes al so provided that
the issuer would, in general, indemify the holders with respect
to any wi thhol ding taxes that m ght be inposed by the United
States or the Netherlands Antilles with respect to the paynents
under the 8-3/4-percent notes, by providing for the paynent of
additional interest sufficient to nake the interest paynent equal

to the stated rate.* Finance' s obligations to nake principal and

4 The 8-3/4-percent notes further provided the issuer with a
right to redeemin the event that the foregoing additional
i nterest becane payabl e.
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i nterest paynents under the 8-3/4-percent notes were
unconditionally guaranteed by City.

On the sane day the 8-3/4-percent notes were issued, Finance
transferred the $30 million proceeds to City. City issued a
prom ssory note to Finance in the principal anmount of $30 million
(1977 prom ssory note). The 1977 prom ssory note provided that
the principal amunt owed woul d beconme due and payabl e at exactly
the same tine and in exactly the sane anobunts as the aggregate
princi pal obligations of the 8-3/4-percent notes issued by
Fi nance. The 1977 prom ssory note also required Gty to pay
i nterest each year on any anount of indebtedness outstandi ng.

The interest was to be equal to the sumof: (1) The total

i nterest payabl e by Finance on the 8-3/4-percent notes; (2) an
anount equal to one-fourth of 1 percent per annum of the
aggregate principal anmount of the 8-3/4-percent notes

out standi ng; and (3) an additional anmount equal to the excess, if
any, of Finance’'s annual costs of operation over its annual gross
receipts fromall sources.

The 1977 prom ssory note further provided that the portion
of the interest payable by Cty equal to that payable by Finance
on the 8-3/4-percent notes was due at the sane tine and in the
sane anount as the interest paynents becane due and payabl e by

Fi nance on the 8-3/4-percent notes. The bal ance of the interest
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payable by City to Finance was due only upon Finance’'s witten
notice to Gty.

3. 1979 Capitalization of Finance

On July 31, 1979, Gty drew a check payable to the order of
Finance in the anbunt of $22 million as a contribution to
capital. On the sane day, the check was endorsed by Finance to
the order of HG. Also on the sane day, the check was endorsed
by Hd to the order of City, and City recorded a $22 mllion
dividend fromHG3 on its general activity register. HA issued a
docunent captioned as a pronissory note in the face anmobunt of $22
mllion (1979 HEd note) to Finance in exchange for the
endorsement of the $22 million check. The 1979 HE@ note bore no
i nterest, was unsubordi nated and unsecured, and was payabl e on
August 1, 1980, or upon denmand thereafter.

HGE disclosed the 1979 HG note as an obligation to Finance
on its audited financial statenents for each of the years the
1979 HE@ note was outstandi ng, which statenents were submtted to
the Securities and Exchange Comm ssion and various State
regul at ory agenci es.

City prepared an offering circular for prospective
purchasers of the notes to be sold by Finance in 1979 which
di sclosed that GCity's $22 million capital contribution to Finance
woul d be lent by Finance to Hd, that HE would pay this anount

as a dividend to Gty, and that Finance s capital thereafter



- 11 -
woul d i nclude the 1977 and 1979 HG@ notes. The audited financial
statenents of both Gty and HE were included in the offering
circul ar.

4., 1979 |ssuance of Notes

On August 1, 1979, Finance was the named issuer of $50
mllion of floating rate notes (FR notes) on the Eurobond nmarket,
due August 1, 1986. Interest on the FR notes was payable
sem annual ly at a rate equal to one-half percent above the London
interbank offered rate for 6-nonth Eurodol |l ar deposits. The FR
notes al so provided that the issuer would, in general, indemify
the holders with respect to any w thhol ding taxes that m ght be
i nposed by the United States or the Netherlands Antilles with
respect to the paynents under the Notes, by providing for the
paynment of additional interest sufficient to make the interest
paynent equal to the stated rate.® Finance's obligations to nmake
princi pal and interest paynents under the FR notes were
uncondi tionally guaranteed by City.

On the sane day the FR notes were issued, Finance
transferred the $50 million proceeds to City. City issued a
prom ssory note to Finance in the principal anmount of $50 million
(1979 prom ssory note). As with the 1977 prom ssory note, the

1979 prom ssory note provided that the principal anmount owed

> The FR notes further provided the issuer with a right to
redeemin the event that the foregoing additional interest becane
payabl e.
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woul d beconme due and payable at exactly the sanme tine and in
exactly the sane anounts as the aggregate principal obligations
of the FR notes issued by Finance. The 1979 prom ssory note al so
required City to pay interest each year on any anount of
i ndebt edness outstanding. The interest was to be equal to the
sumof: (1) The total interest payable by Finance on the FR
notes; (2) an anmount equal to one-fourth of 1 percent per annum
of the aggregate principal anmount of the FR notes outstanding;
and (3) an additional anobunt equal to the excess, if any, of
Fi nance’ s annual costs of operation over its annual gross
receipts fromall sources.

The 1979 prom ssory note further provided that the portion
of the interest payable to Cty equal to that payable by Finance
on the FR notes was due at the sane tinme and in the sane anount
as the interest paynents becane due and payabl e by Fi nance on the
FR notes. The bal ance of interest payable by City to Finance was
due only upon Finance’'s witten notice to Gity.

5. Consolidation of HAd Notes

The 1977 H@ note and the 1979 HE note had been
consolidated into a third docunent captioned as a prom ssory note
issued by H@ to Finance in an anmobunt equal to the $35, 200, 000
conbi ned face values of the first two notes (the consolidated HJ

note), with a stated interest rate of 5.2 percent,
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by the end of 1981.° The consolidated H3 note was
unsubor di nated and unsecured, was dated as of January 1, 1980,
and was payabl e on August 1, 1980, or upon denmand thereafter.
The stated interest rate on the consolidated H3 note was never
paid but instead was accrued by Finance as an additional asset.

6. Operations of Fi nance

The managi ng directors of Finance included a Netherl ands
Antilles trust conpany and various officers of Cty. Finance had
no enpl oyees during the period 1977 through 1985. During the
years at issue, Finance held annual neetings of its sharehol ders
and prepared annual financial reports. Finance also filed annual
tax returns with the Netherlands Antilles tax authorities. City
paid the general and adm nistrative expenses of operating
Fi nance, including the taxes owed by Finance to the Netherlands
Antilles.

I n general, when an interest paynment on the 8-3/4-percent
notes or the FR notes was due and payable by Finance, Cty would
wire the amount of the interest paynment into Finance s bank
account, which would then be paid out to the fiscal agent in
charge of paying the note holders on the sane day. The renmining

interest due to Finance fromCity under the terns of the 1977 and

5 Petitioner has not been able to establish the exact date
of execution of the consolidated Hd note. The earliest docunent
in the record nentioning the consolidated Hd note is the 1981
annual report of HAJ.
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1979 prom ssory notes--that is, an anpunt equal to one-fourth of
1 percent per annum of the aggregate principal anount of the 8-
3/ 4-percent notes and FR notes outstandi ng and an anount equal to
any annual cost of operation exceedi ng gross receipts--was never
paid. The nonthly statements for Finance s bank accounts
indicate that the nonthly bal ance of the account never exceeded
$1, 000, which was the anmpunt paid by City for 1 share of
Fi nance’ s common st ock.

7. Dissolution of Finance

On May 1, 1984, the aggregate principal on all of the 8-3/4-
percent notes outstanding becane due. City transferred
$27, 405,000 into Finance' s bank account which on the sanme day was
transferred to the fiscal agent to repay the principal in the
amount of $25, 200, 000’ and make the final interest paynent of
$2, 205, 000.

After the 8-3/4-percent notes matured, Finance distributed
$20, 500, 000 of the consolidated Hd note to City as a return of
capital. On Septenber 6, 1985, City |liquidated and di ssol ved

Finance. |In connection with the |iquidation, Finance distributed

T Of the $30 million of debt issued, $4.8 mllion had been
canceled. City entered into agreenents with Blyth Eastman Dillon
& Co. International Ltd. in connection with the 8-3/4-percent
notes and with the Banque de Paris in connection with the FR
notes to purchase in the open market up to maxi mum specified
anounts of the notes under certain circunstances, which after
purchase woul d be cancel ed and destroyed. City used its own
funds to pay for these purchases.
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t he remaini ng $14, 700, 000 of the consolidated Hd note to City as
a return of capital.® In the case of each distribution by
Finance, City recorded capital contributions to H3 of the
anmounts of the consolidated HE note distributed by Finance.
HE, in turn, recorded the extinguishnent of the amounts of the
consolidated HG@ note transferred by Finance to Gty.

Tax Reporting of the Transactions

Cty filed Forns 1042, U.S. Annual Return of Incone Tax To
Be Paid at Source, for the taxable years ended Decenber 31, 1979
t hrough 1985, attached to which were Forns 1042S, |Incone Subject
to Wthhol ding Under Chapter 3, Internal Revenue Code, for each
year reporting gross anounts of incone paid to Finance and
claimng a zero-percent rate of w thholding tax for such paynents
based on Fornms 1001, Ownership, Exenption, or Reduced Rate
Certificate.

Respondent subsequently issued petitioner a statutory notice
of deficiency, determ ning additional amounts of tax required to
be withheld by City for the years at issue.

OPI NI ON

Sections 871(a)(1l) and 881(a)(1l) generally inpose a tax of

30 percent on anounts received as interest fromsources within

the United States by nonresident alien individuals and foreign

8 The record does not indicate what was done with the FR
not es upon the liquidation of Finance.
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corporations. Payers of such interest are generally required
under sections 1441 and 1442 to deduct and w thhold therefrom an
anount equal to the tax inposed by sections 871 and 881, and in
the event that they fail to do so they are liable for those
wi t hhol di ng taxes under section 1461.

In 1984 Congress repeal ed the 30-percent w thhol ding tax
i nposed by sections 871 and 881 with respect to certain interest
paid on portfolio debt, referred to as “portfolio interest”.?®
Deficit Reduction Act of 1984 (DEFRA), Pub. L. 98-369, sec. 127,
98 Stat. 494, 648. Repeal, however, was only prospective in
effect, applying to interest paynents nmade with respect to debt
obligations issued after July 18, 1984, the date of enactnent of
DEFRA. See DEFRA sec. 127(g)(1), 98 Stat. 652. For preexisting
obli gations, DEFRA provided special transitional relief from
wi t hhol di ng taxes applicable to interest paynents nade on
obligations issued before June 22, 1984 (the date of conference
action), by corporations in existence on or before that date that

met requirenents based on the “principles” of certain previously

® Portfolio interest generally refers to interest paynents
made to a nonresident alien individual or foreign corporation
(owning less than 10 percent of the payer entity) pursuant to
debt obligations that are sold exclusively to non-U. S. persons
W th proper precautions taken that such debt obligations will not
be held by U S. persons. See secs. 871(h), 881(c), 163(f)(2)(B)
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revoked revenue rulings issued in connection with the Interest
Equal i zati on Tax.!® DEFRA sec. 127(g)(3), 98 Stat. 652.

In the instant case, the parties dispute whether petitioner
qualifies for the transitional relief provided in DEFRA section
127(9)(3). In addition, the parties dispute whether, if
petitioner is not eligible for relief under DEFRA section
127(g)(3), petitioner is nonethel ess exenpt from w thhol di ng
l[tability pursuant to article VI1I1(1) of the incone tax treaty
between the United States and the Netherlands, as extended to the
Net herl ands Antilles (U S.-Netherlands income tax treaty).!

Sone background is hel pful in understanding the transition
provi si ons of DEFRA section 127(g)(3). |In the 1960's, U. S.
conpani es began to raise capital through the Eurobond market by
usi ng speci alized finance subsidiaries. Such a finance
subsi di ary was organi zed exclusively to issue debt in the
Eur obond market and |l end the proceeds to its U. S. parent or
donmestic or foreign affiliates in exchange for a prom ssory note.

The U. S. parent or other affiliate would typically guarantee the

10 The Interest Equalization Tax was enacted in the |Interest
Equal i zati on Tax Act, Pub. L. 88-563, 78 Stat. 809 (1964), and
expi red on June 30, 1974.

11 Convention with Respect to Taxes on Inconme and Certain
Q her Taxes, Apr. 29, 1948, U. S.-Neth., 62 Stat. 1757, TIAS 1855
(extended to the Netherlands Antilles by Protocol, June 15, 1955,
6 US T. 3696, TIAS 3366; anended by Protocol, Cct. 23, 1963, 15
U S T. 1900, TIAS 5665; nodified and suppl enented by Conventi on,
Dec. 30, 1965, 17 U.S. T. 896, TIAS 6051).
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Eur obond obligations of the finance subsidiary, and it was the
strength of this guaranty on which the holders of the
subsidiary’s Eurobond obligations relied. Moreover, the U S
parent (or affiliate) would nake interest and principal paynments
on its promssory note to the finance subsidiary that generally
mrrored the subsidiary’ s obligations to the Eurobond hol ders,
and the subsidiary would use those paynents to fund its paynents
to the bondholders. |If the finance subsidiary was incorporated
in a foreign jurisdiction, such as the Netherlands Antilles,
having a tax treaty with the United States providing for an
exenption fromw thholding tax on U S.-source interest paid to a
resident of the foreign jurisdiction, eligibility for such an
exenption would typically be clained with respect to the U S
parent’s paynent of interest to the foreign finance subsidiary.
See Joint Comm on Taxation, Tax Treatnment of Interest Paid to
Foreign Investors, at 8-9 (J. Comm Print 1984).

As recounted in the legislative history of the repeal of the
wi thhol ding tax on portfolio interest, the use of such finance
subsidiaries originally arose as a result of

a change in the ruling policy of the IRS which

encour aged foreign borrow ngs through finance

subsidiaries. In the case of finance subsidiaries,

donestic or foreign, the IRS was prepared to issue

private rulings that no U S. withholding tax applied if

the ratio of the subsidiary’s debt to its equity did

not exceed 5 to 1 and certain other conditions were
met. Nunerous private rulings were issued on this
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basis. Finance subsidiaries were also sanctioned by a
nunmber of published rulings.?®

*Rev. Rul. 73-110, 1973-1 C. B. 454; Rev. Rul. 72-416,
1972-2 C.B. 591; Rev. Rul. 70-645, 1970-2 C B. 273,
Rev. Rul. 69-501, 1969-2 C. B. 233; Rev. Rul. 69-377,
1969-2 C.B. 231. [ld. at 9.]

The published rulings cited in the footnote were issued in
connection wth various issues raised by the Interest
Equal i zati on Tax, but a central conclusion in each was that
i ndebt edness issued by a finance subsidiary in circunstances
simlar to those just described would be treated as its own and
not the parent’s, provided the ratio of the subsidiary’s
outstanding debt to its equity did not exceed 5 to 1. After
expiration of the Interest Equalization Tax, the Conm ssioner in
Rev. Rul. 74-464, 1974-2 C.B. 46, revoked four of the foregoing
revenue rulings!? on the grounds that expiration of the Interest
Equal i zati on Tax

elimnated any rationale for treating finance

subsidiaries any differently than other corporations

with respect to their corporate validity or the

validity of their corporate indebtedness. Thus, the

nmere existence of a five to one debt to equity rati o,

as a basis for concluding that debt obligations of a

finance subsidiary constitute its own bona fide

i ndebt edness, should no | onger be relied upon. [Ild.,

1974-2 C. B. at 47.]

As further recounted in the |legislative history,

notw t hstandi ng the Conm ssioner’s unwillingness to issue rulings

2 The remaining ruling, Rev. Rul. 72-416, 1972-2 C B. 591,
was revoked by Rev. Rul. 74-620, 1974-2 C.B. 380, on the basis of
the same rationale as in Rev. Rul. 74-464, 1974-2 C. B. 46.
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after 1974, U.S. conpanies continued to raise capital in the
Eur obond market in the ensuing 10 years, enploying finance
subsidiaries incorporated in the Netherlands Antilles for this
pur pose and cl ai m ng exenption fromw thhol ding tax under the
U S.-Netherlands incone tax treaty for interest paid to the
Antilles finance subsidiary by its U S. parent, on the basis of
opi ni ons of counsel. See S. Prt. 98-169 (Vol. |), at 418-419
(1984).

In 1984 when Congress acted to repeal the w thhol ding tax
for portfolio interest, it was aware that the use of Antilles
finance subsidiaries to avoid the wthholding tax during the
prior decade, w thout favorable letter rulings, was subject to
chal | enge under then-applicable |law. The Senate Fi nance
Comm ttee, where repeal originated, stated in its report on the
| egi slation that

Because of a finance subsidiary’s limted
activities, the lack of any significant earning power
other than in connection with the parent guarantee and
the notes of the parent and other affiliates, and the
absence of any substantial business purpose other than

t he avoi dance of U S. withholding tax, offerings by

finance subsidiaries involve difficult U S. tax issues

in the absence of favorable IRS rulings. Since the

mar keting of a bond offering is based upon the

reputation and earni ng power of the parent, and since

the foreign investor is ultimtely |looking to the U S

parent for paynent of principal and interest, there is

a risk that the bonds mght be treated as, in

substance, debt of the parent, rather than the

subsidiary, and thus w thhol ding could be required.?

* * * Neverthel ess, these finance subsidiary
arrangenments do in formsatisfy the requirenents for an
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exenption fromthe w thhol ding tax and a nunber of [ egal
argunents woul d support the taxation of these arrangenents
in accordance with their form * * *

3 Conpare, e.qg., A ken Industries, Inc., 56 T.C. 925
(1971), and Plantation Patterns, Inc. v. Conm Ssioner,
462 F.2d 712 (5th Gr. 1972), 72-2 U S. T.C Paragraph
9494, cert. denied, 406 U. S. 1076, wth Mline
Properties, 319 U S. 436 (1943), 43-1 U S. T.C
Par agraph 9464 and Perry R Bass, 50 T.C. 595 (1968).
[1d. at 419].

See also Staff of Joint Comm on Taxation, General Explanation of
t he Revenue Provisions of the Deficit Reduction Act of 1984, at
390 (J. Comm Print 1984) (hereinafter Ceneral Explanation).
Concl udi ng that tax-free access to the Eurobond market for
U.S. conpani es should be direct, rather than through finance
subsidiaries, the Finance Commttee decided to repeal the
wi t hhol ding tax on portfolio interest paid to foreign
corporations and nonresident alien individuals. The Commttee
was “concerned, however, that repeal of the w thholding tax,
w thout a transitional period, may have a substantial negative
i npact on the econony of the Netherlands Antilles” because “the
use of the Antilles as a financial center is likely to be
substantially reduced”. S. Prt. 98-169 (Vol. 1), supra at 420.
Therefore, the Commttee “[provided] for a gradual phase-out,
rather than imedi ate repeal, of the w thholding tax” on interest
paid with respect to portfolio debt, in the formof a reduction

in the rate from 30 percent to 5 percent on interest received
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after the date of enactnent, followed by a gradual reduction to
zero over a 4-year period. 1d. at 421.

The House version of the legislation did not provide for
repeal. At conference, a neasure to repeal the w thhol ding tax
on portfolio interest was adopted, but the transitional
provi sions of the Senate version were replaced. Instead of a
phase-out of the wthholding tax on all interest paid after
enactnent, the final conference version provided for imedi ate
repeal, but only with respect to interest paid on obligations
i ssued after the date of enactnent. The w thholding tax would
continue to apply to interest on obligations issued before that
date. However, a transition rule (DEFRA section 127(g)(3), at
issue in this case) provided that interest paid on obligations
i ssued before June 22, 1984, by foreign finance subsidiaries in
exi stence on or before that date would be treated as paid to a
resident of the country of the finance subsidiary’ s incorporation
(and therefore eligible for applicable treaty exenptions) if the
finance subsidiary “[satisfied] requirenments based upon the
principles set forth in” four revenue rulings. H Conf. Rept.
98-861, at 938 (1984), 1984-3 C.B. (Vol. 2) 1, 192. These four
revenue rulings were those issued in connection with the Interest
Equal i zation Tax that in general recognized the corporate
exi stence of a finance subsidiary if it maintained a debt/equity

rati o not exceeding 5to 1; i.e., Rev. Rul. 73-110, 1973-1 C. B



- 23 -
454; Rev. Rul. 70-645, 1970-2 C.B. 273; Rev. Rul. 69-501, 1969-2
C.B. 233; and Rev. Rul. 69-377, 1969-2 C. B. 231l.

The General Explanation states that the conference approach
—i.e., repeal of w thholding for prospective obligations,
coupled with transitional relief for preexisting obligations
still subject to wthhol di ng-—-was pronpted by the sanme concern
expressed in the Senate explanation; nanely, to avoid an overly
adverse inpact on the Netherlands Antilles econony by providing
“a gradual and orderly reduction of international financing
activity in the Netherlands Antilles * * * [that would] mtigate
any econom ¢ hardship that the w thhol ding tax repeal m ght
indirectly inpose on that country.” General Explanation at
393. 13

DEFRA section 127(9g)(3), 98 Stat. 652-653, provides as
fol |l ows:

(3) Special rule for certain United States affiliate
obligations.--

(A) I'n general.--For purposes of the Internal Revenue
Code of 1954, paynents of interest on a United States
affiliate obligation to an applicable CFC! in existence on

13 The General Explanation also states one other rationale
for prospective-only repeal: in the case of preexisting
obligations that had been issued directly by U S. persons and
were held by foreign persons, retroactive repeal would produce
wi ndfall tax reductions for such foreign persons since the price
of, and rate of return on, the obligations were set assum ng that
a wthholding tax woul d apply. See General Explanation at 392.

4 A“United States affiliate obligation” for this purpose
(continued. . .)
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or before June 22, 1984, shall be treated as paynents to a

resident of the country in which the applicable CFC is

i ncor por at ed.

(B) Exception.--Subparagraph (A) shall not apply to any
appl i cable CFC which did not neet requirenents which are
based on the principles set forth in Revenue Rulings 69-501,
69- 377, 70-645, and 73-110.

The parties do not dispute that subparagraph (A) has been
satisfied in this case. Their dispute concerns whether Finance,
an applicable CFC, falls within the exception to relief provided
i n subparagraph (B) because of a failure to satisfy requirenents
based on the principles of the applicable revenue rulings.

The General Explanation states that the principles of the
revenue rulings listed in DEFRA section 127(g)(3)(B) (hereinafter
listed rulings) “include, anong other things, the maintenance of
a specified debt-equity ratio.” Ceneral Explanation at 397.

O herwi se, neither the statute nor the |legislative history

provi des gui dance as to the content of the other “principles” or

contains any further gloss on the neaning intended by

¥4(...continued)
means an obligation of (and payable by) a United States person
that is a related person (wthin the neaning of sec. 482, I.R C
1954) to an “applicable CFC’'. DEFRA secs. 127(g)(3)(O(ii),
121(b)(2)(E) and (F), 98 Stat. 653, 640. An “applicable CFC' for
this purpose neans generally any controlled foreign corporation
of which at |east 50 percent of all voting power of all stock
entitled to vote is owmed by a U S. sharehol der and whose
princi pal purpose is (1) to issue debt obligations that are sold
exclusively to non-U. S. persons with appropriate precautions
taken that such debt obligations will not be held by U S. persons
and (2) to lend the proceeds of such debt obligations to its
affiliates. DEFRA secs. 127(g)(3)(O (i), 98 Stat. 653;
121(b)(2)(D), (G, 98 Stat. 640-641; secs. 957 and 958.
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“requirenments which are based on the principles set forth in” the
listed rulings.

The parties agree that one principle set forth in the |listed
rulings is that the debt of a finance subsidiary will be treated
as its own if the subsidiary maintains a ratio of debt to equity
t hat does not exceed 5 to 1. Beyond this point, the parties
di sagree. Respondent, while acknow edging that a test of the
debt/equity ratio, rather than conventional substance-over-form
principles, is to be used in determ ning whether a finance
subsidi ary shoul d be disregarded as a conduit, neverthel ess

argues that the finance subsidiary’s capitalization for purposes

of the debt/equity ratio nust wi thstand scrutiny under substance-
over-formdoctrine. Respondent contends that the listed rulings’
principles require that a finance subsidiary s equity capital
“must exist not only in formbut also in substance” and that

Fi nance’ s capitalization |lacks the requisite substance. 1In
respondent’s view, the capitalization of Finance was
“meani ngl ess” because it was acconplished through a circular
cash-flow, nanely, the capitalization of Finance in connection
with the issuance of both the 8-3/4-percent notes and the FR

notes was acconplished by a transfer of cash fromGCty to Finance

5 This principle appears inplicitly in the first two |isted
rulings, Rev. Rul. 69-377, 1969-2 C. B. 231, and Rev. Rul. 69-501,
1969-2 C. B. 233, and explicitly in the two later listed rulings,
Rev. Rul. 70-645, 1970-2 C.B. 273, and Rev. Rul. 73-110, 1973-1
C. B. 454.
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(as a purported capital contribution), followed by a transfer of
this cash fromFinance to H3 in exchange for HA@’'s prom ssory
notes, followed by a dividend of the cash fromHGE to Gty, all
acconplished within the sane day as prearranged. Mbreover,
respondent contends, the HE@ notes were “highly irregular”:
interest was either not charged or bel ow market and was never
paid; there was no collateral or fixed schedule for repaynent;
and the notes were ultimtely cancel ed w thout paynent. The
notes were unenforceabl e, respondent contends, for |ack of
consideration. Thus, respondent concludes: “Finance did not
receive the actual benefit of the purported contribution to
capital”. Accordingly, in respondent’s view, Finance s
capitalization with the HG notes shoul d be disregarded,
resulting in Finance's failure to satisfy the 5-to-1 debt/equity
rati o mandated i n DEFRA section 127(g)(3)(B)

Petitioner contends that Finance’'s equity capital consisted
of the prom ssory notes of a creditworthy affiliate (HG@), the
val ue of which at all tines substantially exceeded 20 percent of
Fi nance’ s out standi ng i ndebt edness to the Eurobond hol ders.
Accordingly, petitioner argues, Finance’ s capitalization
conformed with the principles of the listed rulings which permt,
inter alia, a finance subsidiary to invest its equity capital in

the stock or debt of an affiliate and do not further restrict or
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specify how the affiliate may use its capital. For the reasons
di scussed bel ow, we agree with petitioner.

We start with the observation that, since DEFRA section
127(9)(3)(B) articulates the test as “[neeting] requirenents
whi ch are based on the principles set forth in” the |listed
rulings, whatever requirenents nust be nmet by the instant
transactions to qualify for relief nust be found in the
principles of the listed rulings thenselves. The point is that
it should not be assuned that substance-over-form principles,
ordinarily applicable in construing a tax statute, automatically
apply in interpreting the listed rulings. W reach this
concl usi on because it is clear that in crafting the relief in
DEFRA section 127(9g)(3), Congress intended to displace, in
i nportant respects, conventional substance-over-form principles.
The legislative history previously discussed reveal s that
Congress was well aware of the risk that typical finance
subsi di ari es woul d be di sregarded as conduits under substance-
over-formprinciples of tax law. Congress declined, however, to
draw a concl usion regardi ng the appropriate outcone under the
prior law, choosing instead to provide a “safe harbor” under
whi ch a finance subsidiary woul d be recogni zed as the issuer of
its debt if it met the debt/equity ratio and ot her requirenents
based on the “principles” of the listed rulings. The listed

rulings, by making a corporation’s debt/equity ratio a
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di spositive factor in determ ning conduit status, constitute a
departure fromthe conventional substance-over-form approach. 6
We think there is considerabl e doubt that Congress, having set
asi de the otherw se applicabl e substance-over-formtest for
determ ning a conduit, neverthel ess intended substance-over-form
principles to govern the alternative “safe harbor” test provided
i n DEFRA section 127(g)(3)(B). Instead, we think that Congress,
by articulating the standard with the sonewhat cunbersone phrase
“[meeting] requirenments which are based on the principles set
forth in” the listed rulings, intended to confine the applicable
principles to those that could be derived fromthe |isted
rulings. Thus, we conclude that substance-over-form principles
apply in construing the relief avail abl e under DEFRA section
127(g)(3) only to the extent that such principles may fairly be
inferred froman exam nation of the listed rulings.

For this reason, we reject at the outset respondent’s
attenpt to test the capitalization of Finance under case |aw
i nvol vi ng substance-over-formdoctrine, circular cash-flows, the
step transaction doctrine, and simlar theories. The cases

appl yi ng such doctrines are sinply inapposite in determning the

16 The Conmi ssi oner acknowl edged as much when he revoked the
listed rulings upon the expiration of the Interest Equalization
Tax in 1974, observing that there was no | onger any rationale
“for treating finance subsidiaries any differently than other
corporations wth respect to their corporate validity or the
validity of their corporate indebtedness.” Rev. Rul. 74-464,
1974-2 C. B. 46, 47
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principles of the listed rulings. The listed rulings were
entirely admnistrative in origin, and their treatnent of
debt/equity ratios as dispositive on conduit status was otherw se

wi t hout foundation in tax | aw. See Northern Ind. Pub. Serv. Co.

v. Comm ssioner, 105 T.C. 341, 350-351 (1995), affd. 115 F. 3d 506

(7th Gr. 1997). As petitioner points out, at the sanme tine the
Comm ssioner was issuing the listed rulings (from 1969 through
1973), he obtained an inportant litigation victory supporting the
application of substance-over-formor conduit theories to

di sregard transactions involving a corporation functioning as a
conduit for interest paynents to obtain treaty exenptions. See

Ai ken Industries, Inc. v. Conm ssioner, 56 T.C. 925 (1971).

Al t hough Aiken Industries addressed essentially the same issue as

the listed rulings, the case is not nmentioned in the rulings

i ssued after it was decided. The rulings after Aiken Industries

instead reaffirmed the primacy of the debt/equity ratio
established in the listed rulings issued before the decision in
that case. Cearly the Comm ssioner considered the principles of
the listed rulings as distinct fromthe substance-over-form

principles applied in Aiken Industries. |n DEFRA section

127(9) (3)(B), Congress adopted the fornmer and not the latter in
defining the scope of the intended relief.
Respondent al so argues, however, that the substance-over-

formprinciples he seeks to apply to Finance' s capitalization can
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be found in the listed rulings. W disagree. As the ensuing
di scussion wll show, the listed rulings’ application of
subst ance-over-formprinciples to the capitalization of a finance
subsidiary is decidedly nore lax-—-that is, nore deferential to
formthan substance—-than the position urged by respondent in
this case.

The semnal listed ruling, Rev. Rul. 69-377, 1969-2 C. B
231, afforded recognition to a finance subsidiary’s role as the
i ssuer of debt in the follow ng circunstances. A donestic
corporation, X, fornmed a wholly owned donestic finance
subsidiary, Y, for the purpose of Y borrowing funds from foreign
persons to be re-lent to or invested in certain foreign
affiliates of X. X contributed $5,000x to the capital of Y. Y
t hen sold $25, 000x of 20-year debt obligations to foreign persons
through a public offering in foreign countries and invested in or
lent to the foreign affiliates of X the funds thus derived. The
debt obligations sold by Y were convertible into the capital
stock of X, and X guaranteed repaynent as well as performance of
t he conversion feature.

The ruling recogni zed the debt obligations sold by Y but
guaranteed by X as the indebtedness of Y, the finance subsidiary.

As two of the subsequent listed rulings make clear,!” the basis

17 See Rev. Rul. 70-645, 1970-2 C.B. 273; Rev. Rul. 73-110,
1973-1 C. B. 454.
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in Rev. Rul. 69-377, supra, for recognizing the indebtedness as
that of Y was Y s mai ntenance of a ratio of outstanding debt to
equity no greater than 5 to 1. Y s equity for this purpose was
nmeasured by the $5,000x in cash contributed to it by X
Significantly, however, Y's cash equity was pronptly lent to or
invested in X s foreign affiliates. As the ruling nakes clear:
Y invested the net proceeds fromthe sale of the

debt obligations and the cash contributed by X in

foreign corporations [i.e., foreign affiliates of X by

acquiring the stock or debt obligations of such foreign

corporations. [ld., 1969-2 C. B. at 232; enphasis
added. ]

Rev. Rul. 69-377 was subsequently anplified in Rev. Rul. 72-
416, 1972-2 C.B. 591.%® |In the latter ruling, the Conm ssioner
held that it made no difference to the result reached in Rev.

Rul . 69-377, supra, whether the finance subsidiary was initially

8 Al't hough Rev. Rul. 72-416, 1972-2 C. B. 591, is not one of
the four rulings listed in DEFRA sec. 127(g)(3)(B), it is an
anplification of one such ruling (Rev. Rul. 69-377, 1969-2 C.B
231). According to the Conmm ssioner, an anplification of a
revenue ruling

describes a situation where no change is being nmade in
a prior published position, but the prior position is
bei ng extended to apply to a variation of the fact
situation set forth therein. Thus, if an earlier
ruling held that a principle applied to A, and the new
ruling holds that the sanme principle also applies to B
the earlier ruling is anplified. * * * [“Definition of
Terms”, 1976-2 C.B. iv.]

G ven the Comm ssioner’s policy on anplifications, Rev. Rul. 72-
416, supra, constitutes a further illustration of the principles
of Rev. Rul. 69-377, supra, and is appropriately enployed to
delineate and clarify those principles.
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capitalized with cash or with the parent’s common stock where the
stock was publicly traded and had a readily ascertai nabl e val ue.

The second listed ruling, Rev. Rul. 69-501, 1969-2 C B. 233,
concerned what apparently cane to be known as the bank-| oop
transaction. In that ruling, a donestic parent formed a foreign
finance subsidiary and capitalized it with cash equal to 20
percent of the face amobunt of parent-guaranteed debt obligations
that the subsidiary would subsequently sell in a foreign public
offering. The cash for this purpose was borrowed by the parent
froma foreign financial institution. Upon receipt of the cash
the finance subsidiary deposited it with the sane foreign
financial institution. The subsidiary’s right to withdraw the
deposit was not contingent upon the parent’s repaynent of its
|l oan fromthe financial institution, and the deposit did not
serve as collateral for the loan. On this basis, the ruling held
that the subsidiary was sufficiently capitalized to be recognized
as the issuer of the debt obligations.

Wth respect to the third listed ruling, Rev. Rul. 70-645,
1970-2 C. B. 273, neither party argues that its fact pattern has

any direct bearing on the issues in this case, and we agree.!®

19 Rev. Rul. 70-645, 1970-2 C. B. 273, did not address the
particulars of a finance subsidiary’ s capitalization, as the
finance subsidiary therein received a cash capital contribution
which, so far as the ruling indicated, it retained throughout the
period it had debt outstanding. The ruling instead addressed
whet her a finance subsidiary may use a portion of its borrow ngs

(continued. . .)
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The fourth ruling, Rev. Rul. 73-110, 1973-1 C. B. 454, concerned
the appropriate conputation of a finance subsidiary’ s debt/equity
ratio where its capital contribution is nade in one currency and
its borrowngs are made in another. \Were different currencies
are involved, an initial contribution to capital that is equal to
20 percent of the debt to be issued by a finance subsidiary my
cease to be so as a result of fluctuating currency values. Rev.
Rul . 73-110, supra, held that, in these circunstances, the
debt/equity ratio need only be reconputed to reflect then-
prevailing currency exchange rates if (1) the finance subsidiary
undertakes additional borrowi ngs or (2) the parent w thdraws
equity capital for any reason, such as a reduction in the finance
subsidi ary’s outstandi ng i ndebtedness. OQherwise, the failure to
mai ntain the required debt/equity ratio after the initial
contribution is immterial.

We believe the listed rulings evidence principles that are

in clear conflict wwth many of respondent’s argunents. Though

19C. .. continued)
fromthird parties to make a capital contribution to a second-
tier finance subsidiary. The ruling concluded that the first-
tier finance subsidiary’s debt/equity ratio was not adversely
affected by its use of a portion of its third-party borrow ngs to
make a capital contribution to a second-tier finance subsidiary,
so long as neither the first-tier finance subsidiary nor its
parent provi ded any guaranty with respect to the second-tier
finance subsidiary’ s borrow ng.
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respondent contends that Rev. Rul. 69-377, 1969-2 C. B. 231,
stands for the proposition that a finance subsidiary’ s equity
“must exist not only in formbut also in substance”, we think the
capitalization of the finance subsidiary in that ruling is itself
highly artificial and formalistic. The capitalization of the
finance subsidiary with cash was entirely transitory; that is,
the finance subsidiary’s exchange of the parent’s cash for the
securities of affiliates appears to have been contenpl ated from
the outset. The finance subsidiary s exchange of the cash
capital contribution for the affiliates’ securities did not
affect the ruling’ s conclusion. Also, it was the finance
subsidiary’s transitorily held cash that was counted for purposes
of the subsidiary’s neeting the 5-to-1 debt/equity ratio in the
ruling; the stock or debt of the affiliates for which the finance
subsi di ary exchanged the cash was not evaluated for this purpose.
| ndeed, where the cash was exchanged for affiliates’ stock, it is
difficult to see how the stock could have been counted for this
pur pose because the stock was not publicly traded and presumably
had no readily ascertainable value. C. Rev. Rul. 72-416, supra
(parent’s publicly traded stock, because it has a readily
ascertai nabl e val ue, may be substituted for cash in the
capitalization of a finance subsidiary). Further, the ruling
does not address the consequences for the debt/equity ratio

requirenent in the event the value of the affiliates’ stock
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declines. The failure to address issues arising fromany change
in the value of the equity capital, once invested in other
assets, suggests the ruling s enphasis falls entirely on the
nom nal anount of initial paid-in capital, a highly formalistic
approach. This principle is reinforced in Rev. Rul. 73-110,
supra, which held that if changes in relative currency val ues
after the initial contribution to capital cause a finance
subsidiary to fail to neet the required debt/equity ratio, the
failure can be disregarded unl ess the subsidiary undertakes
addi tional borrowing or the parent wthdraws capital. Both
rulings’ “snapshot” approach of testing the ratio only at the
time of the capital contribution or wwthdrawal is artificial and
formalistic. Under such an approach, which treats subsequent
changes in the value of the equity capital as largely irrel evant
to the debt/equity ratio, we do not believe nmuch econom c
substance inheres in a finance subsidiary’ s capitalization.

Overall, the inherent artificiality of the finance
subsidiary’s capitalization in Rev. Rul. 69-377, supra, is
hi ghl i ght ed when one considers that the purpose of the whol e
undertaki ng was to obtain capital for the foreign affiliates,
which is precisely where the cash used to capitalize the finance
subsidi ary ended up. The finance subsidiary thus functioned as a
conduit both wth respect to the borrowed funds and with respect

to the contribution to its capital.



- 36 -

As part of his argunent that Finance’ s capitalization |acked
subst ance, respondent al so contends that Finance received no
benefit fromthe contribution to its capital. Rev. Rul. 69-377,
supra, provides no basis for such a requirenment and indeed is
counter to it. In the ruling, the cash transferred to the
finance subsidiary as a capital contribution could be invested in
the stock of affiliates. There is no discussion of the
affiliates’ dividend-paying history or capacity. Absent such a
showi ng, we are unable to see how the finance subsidiary in Rev.
Rul . 69-377, supra, benefited fromholding affiliates’ stock in
any greater degree than Fi nance benefited from hol di ng t he non-

i nterest-bearing notes of HG .

In a simlar vein, respondent argues that the |ack of
comercially reasonable terns for the Hd notes further indicates
that the notes | acked substance and shoul d be di sregarded as
equity capital for purposes of DEFRA section 127(g)(3). Rev.

Rul . 69-377, supra, however, permtted a finance subsidiary’s
capital to be invested in either debt or stock of affiliates.
Gven this indifference to the choice of debt or equity, we do
not believe the failure to provide for interest on the Hd notes
is fatal under the principles of that ruling. The HE notes
cont ai ned other characteristics of indebtedness. Each was
unsubor di nated and contai ned an unconditional promse to pay at a

time certain or upon denmand thereafter by a creditworthy obligor.
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Al t hough unsecured, the anmounts of the obligations ($13, 200, 000
and $22 mllion) were small in relation to HAd's assets. HA was
t he parent corporation of the Hone |Insurance Co., one of the 15
| argest property and casualty insurers in the United States at
the tinme, and had assets of over $2.5 billion and net equity of
approximately $660 mllion in 1976, which increased to assets of
over $5 billion and net equity of over $744 mllion in 1985. The
HGE@ notes were disclosed on H3’'s audited financial statenents
required to be submtted to the Securities and Exchange
Comm ssion and various State regulatory agencies. HG'’s
financial statements were also included in the offering circulars
pertaining to Finance’s Eurobond borrow ngs, suggesting the
rel evance of H@’'s financial condition to prospective investors.
In the case of its issuance of the 1977 HG@ note, HA was
required to, and did, obtain the consent of several banks with
which it had a revolving credit agreenent.

Respondent al so contends that the HG notes’ |ack of
substance is illustrated by the fact that they were ultimtely
cancel ed without any repaynent. The |isted rulings, however,
clearly contenplate the parent’s wthdrawal of the finance
subsidiary’s equity capital upon the full or partial retirenent
of the subsidiary’s borrowing. Rev. Rul. 73-110, 1973-1 C. B
454, specifically addressed this point, citing the parent’s

w t hdrawal of capital froma finance subsidiary upon the
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subsidiary’s reduction of its debt |oad as one of the two
occasi ons when a reconputation of the debt/equity ratio based on
then-prevailing currency values was required. In the instant
case, a portion of the HE notes was transferred by Finance to
City as a return of capital after repaynent of the 8-3/4-percent
notes. The remai nder of the H@ notes was transferred from
Finance to City in connection with Finance’s liquidation. 1In
each instance, Cty contributed the Hd notes to the capital of
HGE, and HE extingui shed them The extingui shnment of the HGJ
notes w thout paynent was consistent with the principles of the
listed rulings, which permt the withdrawal of a finance’s
subsidiary’s equity capital so long as the required ratio is
mai nt ai ned.

Respondent argues that the anplification of Rev. Rul. 69-
377, 1969-2 C. B. 231, in Rev. Rul. 72-416, 1972-2 C. B. 591, to
allow a finance subsidiary to be capitalized with the parent’s
publicly traded stock rather than cash al so supports his position
that a finance subsidiary’s capitalization nust have econom c
substance. In respondent’s view, since the finance subsidiary’s
capital in Rev. Rul. 72-416, supra, consisted of “marketable
securities” (respondent’s termon brief), it has econom c
subst ance, apparently because of the liquidity of such assets.
We believe this interpretation overlooks the peculiar features of

a finance subsidiary. Since a finance subsidiary’'s sole function
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is to issue debt and facilitate repaynent, the only substantive
role of its equity capital is to serve as security for the
hol ders of its debt; i.e., as an avenue of recourse in the event
of a default. Also central to the arrangenent involving a
finance subsidiary is the parent’s guaranty of the debt, on which
the lenders to the subsidiary are in fact relying. In this
context, it does not appear that capitalizing the finance
subsidiary wwth the common stock of its parent adds significant
econom c substance to the rights of the hol ders of the
subsidiary’s debt. [If the parent is unable to neet its
obl i gati ons under the guaranty, the fact that the subsidiary has
equity capital in the formof the parent’s stock (as opposed to,
e.g., cash or publicly traded securities of sone other entity)
adds little to the substantive econom c position of the
debt hol der s.

In addition, respondent’s characterization of the parent
stock in Rev. Rul. 72-416, supra, as “marketable securities”, a
termthat does not appear in the ruling, may m sread the
significance of the stock’s publicly traded status to the
ruling’ s conclusion. Wile respondent infers that the
contributed stock’s publicly traded, and therefore readily
mar ket abl e, status gives the stock independent econom c substance
as equity capital, we think the ruling s | anguage suggests that

the significance of the contributed stock’s being publicly traded
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lies inits being readily valued. Unless the initial capital
contribution made to the finance subsidiary is susceptible of
ready valuation, the subsidiary’s debt/equity ratio cannot be
conputed. Thus, in concluding that the parent’s stock can be
substituted for cash as the initial paid-in capital, the ruling
st at es:
Since * * * [the parent’s] commopn stock is daily

traded on the stock exchange, it has a readily

ascertai nabl e value. Therefore, it is immuaterial

whet her cash or the common stock of * * * [the parent]

is contributed to * * * [the finance subsidiary].

Accordingly, the holdings in Revenue Ruling 69-377

are equally applicable in the instant case. [ld.,

1972-2 C. B. at 592; enphasis added. ]

Rev. Rul. 69-501, 1969-2 C. B. 233, adds little to
respondent’ s case. Fromthe standpoint of econom c substance,
t he bank-1oop transaction sanctioned in that ruling is a curious
one. Cash borrowed froma bank was redeposited wth the sane
bank. Presumably this circular flow of cash within the sane
financial institution reduced the parent’s cost for the capital
contribution effected thereby to the spread between the interest
rate charged for the loan and the rate paid out for the deposit.
(The ruling does not address whether the finance subsidiary
received interest on the deposit or, if so, whether the
subsidiary retained it.) Wile the equity capital in Rev. Rul.

69- 501, supra, consisting of an unrestricted claimto a third-

party bank deposit, contains nore substance than that of the
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other listed rulings discussed, we do not think Rev. Rul. 69-501,
supra, can be reconciled with the other listed rulings to derive
a “principle” or “requirenent” to the effect that a finance
subsidiary’s capitalization nust have econom c substance to the
extent urged by respondent herein. The other rulings, especially
Rev. Rul. 69-377, supra, concede too nuch to the contrary.

In the instant case, Finance was capitalized by neans of two
transfers of cash fromCty to Finance, which cash was
i medi ately transferred? by Finance to HA@ in exchange for
prom ssory notes of equal face value, followed by HE's transfer
of the note proceeds back to City as a dividend. City' s cash
capital contributions to Finance ($13,200,000 in 1977 and $22
mllion in 1979), as well as the face value of the HE notes
recei ved by Finance in exchange for the cash, constituted 44
percent of the anobunts borrowed by Finance on the Eurobond market
($30 million in 1977 and $50 million in 1979), well within the
required 5-to-1 ratio. Insofar as the capitalization of Finance
consi sted of contributions of cash followed by the investnent of
that cash in the securities of an affiliate, the transaction
conforms with Rev. Rul. 69-377, supra. However, the Finance

transaction contains an additional feature, not present in Rev.

20 | n one instance, the cash was transferred into and out of
Fi nance’ s bank account in the sanme day; in the other instance, a
check fromC ty was endorsed by Finance to the order of Hd,
wi t hout the funds noving through Finance’ s bank account.
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Rul . 69-377, supra; namely, the inmrediate cycling back to the
parent of its cash contribution to the finance subsidiary’s
capital, via a series of steps in which Finance transferred the
cash received fromCGCty to H3 in exchange for Hd ' s notes,
followed by H3’'s transfer of the cash to Gty as a dividend.
This circular cash-fl ow distinguishes the capitalization of
Finance fromthat in Rev. Rul. 69-377, 1969-2 C.B. 231, and is at
the core of respondent’s contention that the capitalization
shoul d be di sregarded.

Respondent’ s contention raises the question of whether a
capitalization involving a circul ar cash-fl ow—for exanple, where
a finance subsidiary lends its cash capital contribution back to
t he parent—woul d be prohibited under the principles of the
listed rulings. The listed rulings do not address the point
directly. The listed rulings clarify various ways that a finance
subsidiary may reinvest the cash contributed to it, such as in
the stock or debt of affiliates (Rev. Rul. 69-377, supra) or a
bank deposit (Rev. Rul. 69-501, supra), but contain no

prohi bitions. As we observed in Northern Ind. Pub. Serv. Co. v.

Comm ssioner, 105 T.C. at 352 n.10, “nothing in * * * [the

listed] rulings indicates the manner in which a financing
subsidiary is required to invest its capital.” However, Rev.
Rul . 72-416, 1972-2 C B. 591, which permtted the parent’s own

stock to serve as the equity capital for a finance subsidiary,
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clarifies the principles of the listed rulings in a manner which
indicates that a circular cash-flow would not be proscribed. |If
the parent nmay contribute its own stock as the equity capital, we
see no principled reason why the parent’s debt could not be
substituted for this purpose, particularly given that Rev. Rul.
69- 377, supra, allowed a finance subsidiary’s capital to be
invested in an affiliate’s stock or debt. If a finance
subsidiary may be capitalized with parent debt, then it would
follow that a finance subsidiary receiving a cash capital
contribution fromthe parent could re-lend that cash to the
parent for the parent’s note, resulting in a circular cash-flow.
A circular cash-flowis therefore not inconsistent with, or
inmplicitly prohibited by, the principles of the listed rulings.?
Respondent’ s argunent that the capitalization of Finance should
be di sregarded for purposes of DEFRA section 127(g)(3) because it

i nvol ved a circular cash-flow is unavailing.? Finance's

2L\ note in this regard that the Conm ssioner reached the
same conclusion in several private letter rulings issued during
the period when the listed rulings were effective, where he held
that a cash capital contribution to a finance subsidiary could be
| ent back to the parent w thout adversely affecting the
subsidiary’s equity capital for purposes of the 5-to-|
debt/equity ratio.

22 \\6 reach the sane conclusion regarding an alternative
argunent of respondent’s to the effect that Finance’'s
capitalization with the HG notes shoul d be di sregarded because
t he notes were unenforceabl e because of a |ack of consideration.
This argunent is nerely a different iteration of the contention
that the circular cash-flow shoul d cause Finance’s capitalization

(continued. . .)
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i nvestnment of the cash it received fromCty in the notes of HAJ
conforms to Rev. Rul. 69-377, supra, and the cycling back of that
cash fromHGE to Gty is not inconsistent wwth the principles
revealed in the anplification of that ruling in Rev. Rul. 72-416,
supra. The principles of these and the other listed rulings
recogni ze highly artificial transactions wth el enents of
circularity. This was the admnistrative position of the
Comm ssioner with respect to recognizing the debt of finance
subsidiaries as their own during the pendency of the Interest
Equal i zati on Tax, and in DEFRA section 127(g)(3)(B) Congress
adopted that position as the standard for extending relief from
wi t hhol di ng tax obligations.

This interpretation of the phrase “requirenents which are
based on the principles set forth in Revenue Rulings 69-501, 69-
377, 70-645, and 73-110" as used in DEFRA section 127(g)(3)(B) is
consistent wwth the legislative history of that section, which

i ndi cates that Congress intended broad relief under the provision

22(. .. continued)
to be disregarded. Respondent’s assertions notw thstandi ng, HG
did receive consideration for its notes; nanely, cash
Respondent’ s argument concerning | ack of consideration cones down
to the claimthat because H@ imedi ately (and as prearranged)
transferred the cash received as consideration to City as a
di vidend, HE's receipt of the cash should be ignored, resulting
in a lack of consideration for the notes. W think this argunent
is nerely a variant of the circular cash-flow critique, and we
reject it for the same reason: under the principles of the
listed rulings, transactions designed to capitalize a finance
subsidiary are not disregarded because they contain el enents of
circularity.
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and cont enpl at ed coverage for transactions involving what were
essentially conduit devices. The legislative history indicates
t hat Congress was concerned about the inpact on the econony of
the Netherlands Antilles if the use of finance subsidiaries
i ncorporated there were term nated too abruptly. Congress
therefore intended to effect “a gradual and orderly reduction of
international financing activity in the Netherlands Antilles”.
General Explanation at 393; see also S. Prt. 98-169 (Vol. 1), at

420- 421 (1984). Repeal of the withholding tax on pre-existing

obligations was rejected because it

coul d have pronpted U.S. corporations that had

previously issued obligations through Antilles finance

subsidiaries in an effort to avoid the tax to assune

t hose pre-existing obligations directly and, thus,

di scontinue finance operations in the Antilles well

before the obligations mature. * * * [General

Expl anati on at 392.]
Congress contenpl ated that a “gradual and orderly” reduction in
t he use of finance subsidiaries would be achi eved by generally
all om ng existing obligations to mature under a regime where
wi t hhol di ng taxes coul d be avoi ded by use of a Netherl ands
Antilles finance subsidiary. Further, the drafters acknow edged
that this approach m ght permt exploitation of treaty exenptions
t hrough conduitli ke arrangenents for a limted period. As stated
in the General Explanation:

Congress believed that, while offshore financings

general ly should be scrutinized closely by the IRS and

tax treaties should not be used as a basis for
establishing conduits whose existence results in a
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transfer of revenues fromthe U S Treasury, the

Antilles should have sone tine to adjust to tax | aw

changes that affect its econony. [ld. at 392-393.]

See also S. Prt. 98-169 (Vol. 1), supra at 420-421. 1In the
transition relief provided in DEFRA section 127(g)(3), Congress
t hus struck a bal ance between the generally disfavored use of
conduitli ke arrangenents to secure treaty benefits and a desired
adj ust nent peri od.

We conclude that the circular cash-flow involved in the
capitalization of Finance is not contrary to the principles of
the listed rulings and accordingly that Finance’ s debt/equity
ratio did not exceed 5 to 1. W therefore hold that Finance
satisfies requirenments based on the principles set forth in the
listed rulings, which qualifies Gty s paynents of interest
during the years at issue for the relief provided in DEFRA
section 127(g)(3); nanely, deened treatnent as made to a resident
of the Netherlands Antilles and therefore exenpt fromtax under
article VII1(1) of the U S. -Netherlands inconme tax treaty.?
Petitioner is therefore not Iiable for w thhol ding taxes under

section 1461.

2 |In light of our holding, we need not address petitioner’s
alternative argunent that, absent qualification under DEFRA sec.
127(9) (3), Finance “derived” interest fromCty within the
meani ng of article VII1(1) of the U S.-Netherlands incone tax
treaty.



To reflect the foregoing,

Deci sion will be entered

for petitioner.




